S ince becoming Chairman of the Federal Reserve in 1987,
Alan Greenspan steadfastly has held to the view that low and stable inflation is a prerequisite for maximum sustainable economic growth. He has reiterated this belief many times during his nearly two decades as Fed Chairman. In congressional testimony in July 1988, he stated that "the strategy for monetary policy needs to be centered on making further progress toward and ultimately reaching stable prices," which he defined as "a situation in which households and businesses in making their saving and investment decisions can safely ignore the possibility of sustained, generalized price increases or decreases." 1 In February 1989, Greenspan explicitly noted that the Fed's ultimate objective is "maximum sustainable economic growth over time" and that "the primary role of monetary policy in the pursuit of this goal is to foster price stability." 2 Greenspan's definition of price stability implies that economic growth is maximized with a stable price level (i.e., zero inflation). He made this explicit at the July 1996 FOMC meeting, when he responded to the question of what level of inflation no longer alters decisionmaking: "I would say the number is zero, if inflation is properly measured." 3 Hence, the Chairman suggests that a sustained inflation rate above zero, properly measured, will keep output growth below its maximum level. While never explicitly stated, the idea of a maximum and the inclusion of price decreases in his definition of price stability imply sustained deflation also has deleterious effects on output growth.
Greenspan's view of a long-run negative relationship between inflation and output growth is unconventional. Starting with the "Phillips curve," economists came to believe that lower rates of inflation could be obtained only by reducing output. In the late 1960s Milton Friedman and Edmund Phelps demonstrated that, if economic agents are rational, the trade-off could not be maintained indefinitely-i.e., the steady-state level of output is independent of the rate of inflation, so that the longrun Phillips curve is vertical. Most economists believe that, beyond some rate, inflation does reduce output; however, many believe that the long-run relationship is vertical over a range of "moderate" inflation. If inflation has no permanent effect on the level of output, it cannot have a permanent effect on the growth rate of output. Hence, Greenspan's view that sustainable output growth is maximized when inflation is zero is clearly unconventional.
Replacing the vertical Phillips curve with a negatively sloped one is not trivial for at least two reasons. First, there is no particular reason for policymakers to pursue zero inflation if the long-run relationship is vertical. Any low steady-state inflation rate will do as well. Consequently, policymakers might be inclined to accept some "moderate inflation," if for no other reason than to appease those who believe that a little inflation is good for growth.
Second, because it is commonly believed that the steady-state inflation rate can be reduced only if the economy grows at a rate below potential for the period of disinflation, it is frequently suggested that, once inflation is established it is better to tolerate some "moderate" inflation than to bear the economic costs of reducing the inflation rate to zero. This argument is significantly weakened, if not eliminated, if inflation causes the economy to grow below its maximum rate. 4 The Greenspan principle-maximum sustainable economic growth is achieved at zero inflation-is not yet reflected in modern monetary policy analyses. Nearly all theoretical analyses incorporate some variant of an "expectations-augmented Phillips curve," where inflation is influenced by the gap between actual and potential output in the short-run. Most of these models assume the economy's long-run growth rate is driven by exogenous factors (e.g., technology and the growth rate of the labor force) that are independent of monetary policy. Therefore, the Greenspan principle is not reflected in conventional models. Given Greenspan's success over the past two decades, it would seem desirable that models be modified to allow for the unconventional Greenspan principle. One possibility is to incorporate Greenspan's observation that "as the inflation rate falls, it becomes increasingly difficult for producers to raise prices. They therefore tend to try to reduce costs in order to maintain margins. Percent change from year ago M2   -5   0   5   10   15   1988  1989  1990  1991  1992  1993  1994  1995  1996  1997  1998  1999  2000  2001  2002  2003  2004  2005  2006   88  89  90  91  92  93  94  95  96  97  98  99  00  01  02  03  04  05 Percent change from year ago MZM M1
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Inflation and Inflation Expectations
The shaded region shows the Humphrey-Hawkins CPI inflation range. Beginning in January 2000, the Humphrey-Hawkins inflation range was reported using the PCE price index and therefore is not shown on this graph. See notes on page 19. Percent change from year ago
Real Gross Domestic Product
Dashed lines indicate 10-year moving averages. Percent change from year ago
M2
Dashed lines indicate 10-year moving averages. 
Recent Inflation and Long-Term Interest Rates
Percent change from year ago Percent MZM (money, zero maturity): M2 minus small-denomination time deposits, plus institutional money market mutual funds (that is, those included in M3 but excluded from M2). The label MZM was coined by William Poole (1991) ; the aggregate itself was proposed earlier by Motley (1988) .
Consumer Price Inflation Rates
Long-Term Government Bond Rates
M2: M1 plus savings deposits (including money market deposit accounts) and small-denomination (under $100,000) time deposits issued by financial institutions; and shares in retail money market mutual funds (funds with initial investments under $50,000), net of retirement accounts.
M3:
M2 plus large-denomination ($100,000 or more) time deposits; repurchase agreements issued by depository institutions; Eurodollar deposits, specifically, dollar-denominated deposits due to nonbank U.S. addresses held at foreign offices of U.S. banks worldwide and all banking offices in Canada and the United Kingdom; and institutional money market mutual funds (funds with initial investments of $50,000 or more).
Bank Credit: All loans, leases, and securities held by commercial banks.
Domestic Nonfinancial Debt:
Total credit market liabilities of the U.S. Treasury, federally sponsored agencies, state and local governments, households, and nonfinancial firms. End-of-period basis.
Adjusted Monetary Base:
The sum of currency in circulation outside Federal Reserve Banks and the U.S. Treasury, deposits of depository financial institutions at Federal Reserve Banks, and an adjustment for the effects of changes in statutory reserve requirements on the quantity of base money held by depositories. This series is a spliced chain index; see Anderson and Rasche (1996a ,b, 2001 , 2003 .
Adjusted Reserves:
The sum of vault cash and Federal Reserve Bank deposits held by depository institutions and an adjustment for the effects of changes in statutory reserve requirements on the quantity of base money held by depositories. This spliced chain index is numerically larger than the Board of Governors' measure, which excludes vault cash not used to satisfy statutory reserve requirements and Federal Reserve Bank deposits used to satisfy required clearing balance contracts; see Anderson and Rasche (1996a , 2001 , 2003 .
Monetary Services Index:
An index that measures the flow of monetary services received by households and firms from their holdings of liquid assets; see Anderson, Jones, and Nesmith (1997) . Indexes are shown for the assets included in M2, with additional data at research.stlouisfed.org/msi/index.html. 
to five alternative target inflation rates, π * = 0, 1, 2, 3, 4 percent, where f t * is the implied federal funds rate, π t -1 is the previous period's inflation rate (PCE) measured on a year-over-year basis, y t -1 is the log of the previous period's level of real gross domestic product (GDP), and y t -1 P is the log of an estimate of the previous period's level of potential output. Potential Real GDP is as estimated by the Congressional Budget Office.
Monetary Base Growth and Inflation Targets shows the quarterly growth of the adjusted monetary base (modified to include an estimate of the effect of sweep programs) implied by applying McCallum's (1988 McCallum's ( , 1993 
equation
ΔMB t * = π * + (10-year moving average growth of real GDP)
-(4-year moving average of base velocity growth)
to five alternative target inflation rates, π * = 0, 1, 2, 3, 4 percent, where ΔMB t * is the implied growth rate of the adjusted monetary base. The 10-year moving average growth of real GDP for a quarter t is calculated as the average quarterly growth during the previous 40 quarters, at an annual rate, by the formula ((y t -y t -40 )/40) × 400, where y t is the log of real GDP. The 4-year moving average of base velocity growth is calculated similarly. To adjust the monetary base for the effect of retail-deposit sweep programs, we add to the monetary base an amount equal to 10 percent of the total amount swept, as estimated by the Federal Reserve Board staff. These estimates are imprecise, at best. Sweep program data are found at research.stlouisfed.org/aggreg/swdata.html.
Monetary Trends
Research Page 12: Velocity (for MZM and M2) equals the ratio of GDP, measured in current dollars, to the level of the monetary aggregate. MZM and M2 Own Rates are weighted averages of the rates received by households and firms on the assets included in the aggregates. Prior to 1982, the 3-month T-bill rates are secondary market yields. From 1982 forward, rates are 3-month constant maturity yields.
Page 13: Real Gross Domestic Product is GDP as measured in chained 2000 dollars. The Gross Domestic Product Price Index is the implicit price deflator for GDP, which is defined by the Bureau of Economic Analysis, U.S. Department of Commerce, as the ratio of GDP measured in current dollars to GDP measured in chained 2000 dollars.
